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Whether a partnership (or an entity classified as a partnership for tax purposes) should be treated as an
entity or an aggregate of its assets and activities has long perplexed tax administrators, courts, as well
as tax professionals and academics. It cannot be said that the law, as set out in the Internal Revenue
Code (the "Code") 1 and voluminous regulations promulgated by the United States Department of the
Treasury or as interpreted by courts at every level, by learned authors, or by taxpayers and their
advisors, is consistent or readily understood. In the area of sales of partnership interests, for example,
contortions abound. Before 2018, where a partnership with foreign partners engaged in a U.S. trade or
business sold its business assets, any resulting gains were allocated to the partners and they were
taxable on the gains under section 871(b) or 882. On the other hand, if the foreign partners sold their
partnership interests, they could take the position that, assuming no U.S. real property interests were
involved, 2 the gain was not effectively connected with the conduct of a trade or business in the United
States. To rub salt in the government wound, the buyer would not only have a basis in the partnership
interest equal to what it had paid (presumably fair market value) but the partnership could make an
election under section 754 to step up the basis of the partnership's assets, with the benefit of the step-up
being specially allocated to the buyer.
In response, the IRS felt it necessary in 1991 to protect the fisc by inventing a rule that treats a foreign
partner's disposition of its interest in a partnership that is engaged in a trade or business through a fixed
place of business in the United States as a disposition of an aggregate interest in the partnership's
underlying property for purposes of determining the source of the gain or loss realized by the foreign
partner and is character as effectively connected income. 3 The ruling adds a presumption that all gain
from sale of an interest in a partnership that is engaged in a trade or business is ECI gain, "unless the
partner is able to produce upon request information showing the distributive share of net ECI and net
non-ECI gain or loss that such partner would have been allocated if the partnership sold all of its assets."
This ruling was widely criticized from the beginning. 4 We will not delve into these criticisms, save to say
that the IRS position was quite rightly dismantled by the Tax Court in 2017. 5 Congress' response does
not appear to have been driven by a thoughtful policy decision making process. Instead, the response
was swift, so swift in fact, that we were left with what may be, word for word, one of the foremost
examples of how not to reform the tax law. In our view, Congress may have ended up with the wrong
solution to the wrong problem. 6
Grecian Magnesite and the Legislative Response: Sections
864(c)(8) and 1446(f)
In Grecian Magnesite, the Tax Court agreed with the taxpayer that the gain derived from the sale of the
partnership interest could not be treated as a sale of the underlying assets. The Tax Court also rejected
the IRS argument that the gain was attributable to a U.S. office of the taxpayer. The taxpayer did not in
fact have its own U.S. office, but the IRS argued that the office of the partnership should be attributed to
the taxpayer 7 and that the sale was attributable to that office. On appeal, the IRS did not challenge the
taxpayer's position that it had sold a single asset, the partnership interest, rather than an interest in the
underlying assets of the partnership. But it continued to contend for its argument that the gain was
attributable to a U.S. office. In 2019, the DC Circuit upheld the Tax Court and rejected that argument,
holding that what the statute required was that the sale (not the gain) be attributable to the permanent
establishment and that the sale was not so attributable.
While this was going on, Congress was on the lookout for revenue to offset the costs of tax reform
legislation. Without holding hearings and with no apparent deliberation, it revived a proposal, first
advanced under the Obama administration, 8 to tax gains of foreign partners from the sale of interests in
partnerships engaged in a U.S. trade or business. 9 The proposal appeared in the fiscal 2014 budget
and the Treasury also announced it was developing regulations that would have adopted the IRS
position in Rev. Rul. 91-32 , at a time when the Grecian Magnesite case had already begun its journey
through the courts. The budget proposal included a 10% withholding requirement (10% was also the rate
of withholding required by FIRPTA before enactment of the PATH Act in 2015). Congress did not adopt
the Obama Administration proposal, nor was it taken up by the Trump Administration. Proposed
regulations never saw the light of day.
One result of the revenue hunt in the last two months of 2017 was the enactment of sections 864(c)(8)
and 1446(f) into the Code by Public Law 115-97 (2017), informally known as the Tax Cuts and Jobs Act
(the "2017 Act"), which was enacted on December 22, 2017. 10 The time between inclusion of the
provision in a bill and its enactment was brief and Congress held no hearings on the provision. The
outcome, as we shall see, was a mess that was left to the Treasury Department and the IRS to clean up.
Congress has shown no inclination to pause and reflect on what it had done. 11 Section 864(c)(8)(A)
provides that gain or loss of a nonresident alien individual or foreign corporation (a "foreign transferor")
from the sale, exchange, or other disposition ("transfer") of an interest in a partnership that is engaged in
any trade or business within the United States is treated as effectively connected gain or loss to the
extent such gain or loss does not exceed the amount determined under section 864(c)(8)(B). In general,
section 864(c)(8)(B) limits the amount of effectively connected gain or loss to the portion of the foreign
transferor's distributive share of gain or loss that would have been effectively connected if the
partnership had sold all of its assets at fair market value (the deemed sale limitation).
In parallel, section 1446(f) provides that, with exceptions, if any portion of the gain (if any) on any
disposition of an interest in a partnership would be treated under section 864(c)(8) as effectively
connected with the conduct of a trade or business within the United States, the transferee shall be
required to deduct and withhold a tax equal to 10% of the amount realized on the disposition. The only
statutory exception applies where the transferor provides a nonforeign affidavit or where the IRS, on
request by the transferor or the transferee, prescribes a reduced amount. If a transferee fails to withhold
any required amount, the partnership is required to deduct and withhold from distributions to the
transferee a tax in an amount equal to the amount the transferee failed to withhold, plus interest. The
Treasury and the IRS are given broad authority to provide for exceptions to these requirements.
On September 21, 2020, the Treasury Department promulgated final regulations under section
864(c)(8). Reg. § 1.864(c)(8)-1(b) states a foreign transferor that directly or indirectly owns an interest
in a partnership engaged in the conduct of a trade or business within the United States must treat a gain
or loss from the transfer of that interest as effectively connected gain or loss to the extent such gain or
loss does not exceed the amount determined under Reg. § 1.864(c)(8)-1(b) . 12 Reg. §
1.864(c)(8)-1(b) limits the amount of effectively connected gain or loss ("deemed sale EC gain" and
"deemed sale EC loss") to the portion of the foreign transferor's distributive share of gain or loss that
would have been deemed sale EC gain or loss if the partnership had sold all of its assets at fair market
value. 13 Reg. § 1.864(c)(8)-1 applies to transfers made and amounts received on or after December
26, 2018 and to installment sales (453(b)) occurring on or after November 17, 2017. 14 Shortly
afterwards, on November 30, 2020, the IRS promulgated final regulations under section 1446(f) 15 .
Overall, we may say that, in addressing the farrago produced by the harried drafters of the 2017 Act, the
Treasury Department and the IRS have struggled mightily and, mostly, effectively. Still, it cannot be said
that the overall outcome makes all that much sense, at least when one considers how much complexity
has been introduced by the statute. On the other hand, given the material the tax administration was
forced to work with, a completely sensible outcome was probably not to be expected.
The Substantive Taxing Rule: Section 864(c)(8) : Statutory
Framework
The core provision of section 864(c)(8)(A) states:
Notwithstanding any other provision of this subtitle, if a nonresident alien individual or
foreign corporation owns, directly or indirectly, an interest in a partnership which is
engaged in any trade or business within the United States, gain or loss on the sale or
exchange of all (or any portion of) such interest shall be treated as effectively connected
with the conduct of such trade or business to the extent such gain or loss does not
exceed the amount determined under subparagraph (B).
Therefore, for the statute to apply: (1) The partnership must be engaged in a U.S. trade or business,
whether directly or because of section 875(1); and (2) the foreign partner must own, directly or indirectly,
an interest in the partnership. A sale or exchange includes any disposition. 16 This provision is a
potential source of confusion since dispositions that are not sales or exchanges generally do not
produce gain or loss. Any understanding of the statute and the regulations requires taking into account
two fundamental points: First, what is being taxed is outside gain, that is the difference between the
foreign partner's proceeds of sale and the basis in the partnership interest being disposed of. Section
864(c)(8) generally does not directly impose a tax on unrealized gains of the partnership. It taxes foreign
sellers of partnership interests by characterizing gain as ECI. As we shall see, however, tax may be
imposed even if there is no actual gain if there is underlying gain on section 751 assets of the
partnership. Second, the entire gain or loss on the sale of the partnership interest is treated as ECI,
subject to the limitation in subparagraph (B). As we shall see, this prioritizes gain attributable to
increases in value in U.S. business assets over increases in value of any other partnership assets.
There is no statutory rule of apportionment, where gain might be apportioned in some manner between
increases in the value of the partnership's U.S. trade or business assets and increases in the value of its
other assets. Perhaps treaties may require apportionment, but the statute clearly does not. 17 We can
expect that in many cases, partnership interests will be sold at a discount to the underlying asset values
and the prioritization will artificially shift taxation in favor of ECI gain. Moreover, as we shall see,
inconsistent results will follow if the difference between outside and inside gain is the result of a sale or
inheritance of a partnership interest and a section 754 election has or has not been made.
The statute does not contain a source rule. It may be that such a rule is not needed since section 871(b)
and section 882 impose tax on ECI without requiring that the ECI have a U.S. source. But section
864(c)(4) provides a general rule that with exceptions that generally will not apply to the sale of a
partnership interest, no income or gain from sources outside the United States is to be treated as
effectively connected with a U.S. trade or business. No exception is made for income that is ECI under
section 864(c)(8). We can be certain that the IRS will argue that a specific provision about partnership
interests, enacted later than section 864(c)(4), will override the general rule. But as we shall see, it is
perfectly possible for the two provisions to coexist, even if that is not what the IRS would like.
Calculating the Limit on the Amount of Deemed Sale EC
Gain and Loss
Section 864(c)(8)(B) places a limit on the amount of gain that is treated as ECI. Leaving aside the
interaction of this rule with FIRPTA, which is discussed below, the limit may have little practical effect in
the case of a partnership engaged only in U.S. trade or business activities. But where the partnership is
engaged in multiple activities, some of which consist of a U.S. trade or business and some of which do
not, the limit comes into play. Examples might include a multinational service partnership or an
investment partnership that invested in a mix of C corporations and active business LLCs. The limit is
stated by the statute to be the portion of the partner's distributive share of the amount of gain which
would have been ECI if the partnership had sold all of its assets at their fair market value as of the date
of the sale or exchange of such interest, or zero if no gain on such deemed sale would have been ECI.
We will refer to this as the "deemed sale". The regulations provide a number of rules regarding the
computations required by the deemed sale. The statutory language does not adjust the limit where a
partner sells less than all of a partnership interest. However, the regulations address this, as described
below in relation to Step 3 of the calculation.
The regulations provide a three-step process to determine the limit of EC capital gain or loss and EC
ordinary gain or loss:
(1) Determine the amount of gain or loss that the partnership would recognize on the
hypothetical sale;
(2) determine the amount of that gain or loss that would be treated as deemed sale EC gain
and deemed sale EC loss; and
(3) determine the foreign transferor's distributive share of the ordinary and capital parts of any
deemed sale EC gain and deemed sale EC loss. 18
The regulations limit the amount of deemed sale EC gain and loss. 19 As a result of sections 741 and
751 and the regulations discussed below, gain or loss on a sale or exchange of a partnership interest
can comprise capital gain, capital loss, ordinary income, or ordinary loss (or a combination).
Step one: Determine the sale gain or loss that the partnership would recognize with respect to each of its
assets on the deemed sale. A deemed sale is defined as the sale by the partnership to an unrelated
person of each of its assets for cash in an amount equal to the fair market value of each asset
immediately before the deemed sale of certain partnership interests. The assets sold in the deemed sale
do not include interests in partnerships if those partnerships are engaged in a U.S. trade or business.
Instead, starting at the lowest tier partnership that is engaged in a trade or business, each partnership in
the chain is treated as engaging in a deemed sale of its assets and must determine the distributive
shares of deemed sale EC gain and loss of each partner that is a partnership or is a foreign transferor.
Unfortunately, the regulations do not include an example of a tiered partnership structure. The rules may
be necessary to get to the precise result anticipated by the language of the statute, but it may be
expected that in multi-tiered partnerships, getting the information may prove quite challenging.
Step two: Determine the amount of the deemed sale gain or loss that would be treated as deemed sale
EC gain and deemed sale EC loss connected with the conduct of a trade or business within the United
States. Step 2 requires an asset-by-asset determination of gain or loss from the deemed sale and then a
determination of whether any such gain or loss is treated as effectively connected. There is an
immediate exception for gain or loss from an asset (other than a U.S. real property interest) that, in the
previous 10 years in the hands of the partnership, the foreign transferor, or any predecessor of either,
has neither produced EC income or gain nor been used or held for use in the conduct by any of the
foregoing of a U.S. trade or business. The regulations provide sourcing rules for determining deemed
sale EC gain and loss. These are needed because no actual sale of the partnership assets is taking
place. These rules key off section 865. A general rule, subject to special rules for certain categories of
assets set out below, deems all sales to be attributable to a U.S. office or fixed place of business if one
is maintained by the partnership. In the absence of such an office or fixed place or business, neither the
general rule nor the special rules apply, presumably leaving section 865 to apply without modification by
the section 864(c)(8) regulations.
The special rules apply as follows:
• Inventory. A portion of the deemed sale is not attributed to an office of fixed place of business
to the extent of the "foreign source inventory ratio". The ratio is defined by reference to the
foreign source gross income attributable to inventory sold during the three taxable years
preceding the date of the deemed sale (or a shorter period starting when the partnership and
any predecessor was formed and ending on the last day of the taxable year immediately
preceding the date of the deemed sale).
• Intangibles. A similar rule applies to the deemed sale of intangibles, which are defined to
include going concern value. 20 The regulations require attribution based on the foreign
source intangible ratio (not to exceed 1; zero if the ratio would be negative). The ratio is the
gross ordinary income from foreign sources that was not ECI during the lesser of the same
three-year or shorter period applicable in the case of inventory. The regulations do not change
the rules under which foreign source income from inventory and intangibles can be treated as
ECI. 21 In addition, bearing in mind that the three-year look-back period is intended as a
reasonable way of allocating gain based on recent history, a modified look-back period may be
used if use of such a period would result in a difference in the relevant ratio of at least 30
percentage points. 22
• Depreciable personal property. This requires a two-step process. First, with respect to
depreciation recapture, a deemed sale of depreciable personal property, including from the
sale of an amortizable intangible, is not treated as attributable to a U.S. office or fixed place of
business to the extent the deemed sale gain would be treated as foreign source after applying
section 865(c)(1). 23 Second, any deemed sale gain in excess of the depreciation recapture
and any deemed sale loss is determined based on location of the property.
Step three: Determine the foreign transferor's distributive share of the deemed sale EC gain or loss
amounts from step two. This determination is made taking into account all applicable Code sections
including, naturally, section 704 and including the allocation of tax items applying the principles of
section 704(b) and (c) and section 743 basis adjustments. Although not explicitly stated, this requires
application of the allocation provisions of the partnership agreement, assuming these meet the
requirements for allocation to have substantial economic effect. This share does not include any amount
that is excluded from the foreign transferor's gross income or otherwise exempt from U.S. Federal
income tax or to which an exception under section 897 applies. Special rules for applying the provisions
of U.S. income tax treaties are described below.
Ordinary gain or loss is determined by taking into account the portion of the foreign transferor's
distributive share of deemed sale EC gain and loss that is attributable to the deemed sale of the
partnership's assets in 751(a). Capital gain or loss is determined by taking into account the portion of the
foreign transferor's distributive share of deemed sale EC gain and loss that is attributable to deemed
sale of assets not 751(a) property; and the deemed sale EC gain and loss from the sale of assets that
are not 751(a) and that would be allocated to the foreign transferor with respect to all interests in the
partnerships that are engaged with the conduct of trade/business within the U.S. If there is a partial
transfer, the distributive share of deemed sale EC gain and loss is determined by reference to the
amount of deemed sale EC gain or loss that is attributable to the portion of foreign transferor's
partnership interest that is transferred. 24
Outside Gain Limitation
Critically, except as discussed below where the partnership has section 751 "hot assets", the tax can
only be imposed if the amount realized by the foreign partner exceeds the basis in the partnership
interest. This has a couple of obvious consequences. First, even in the case of a partnership the only
activities of which consist of a U.S. trade or business, the taxable gain will be limited to the gain at the
partner level. This is important because otherwise, in the absence of a section 754 election, a
succession of transfers of the same partnership interest could result in repeated taxation of the same
inside gain (not yet realized and perhaps never to be realized). Second, the partnership will act as a
mixing bowl so that there will be no tax if the partnership has significantly appreciated U.S. business
assets but depreciated other assets of any description and the result is that there is no appreciation in
the value of the partnership interest. If we compare this with a partnership sale of its assets, the foreign
partner would be taxable on the allocable share of the ECI gains and these would not be offset by losses
on the non-ECI assets (wherever located). The following simplified example illustrates the outside gain
limitation.
Special rules apply where the partnership has section 751 ordinary income or loss. In that case, it is
possible for the amount receivable from section 751 assets (unrealized receivables and inventory items)
to result in taxable ordinary gain even if the partnership interest is being sold at a loss. 25
Effect of section 754 election
Consider the following example:
P has no liabilities and a trade or business which holds ECI assets with a basis of $4,000
and a fair market value of $6,000 and other assets with a basis of $2,000 and a fair
market value of $4,000. P's assets therefore total $10,000 in value and P has a total of
$4,000 of unrealized appreciation. FP sells his 50% interest in P for $5,000.
In many cases, especially if FP has always been a partner, his basis in his P interest will
be $3,000 and his gain will consist of $1,000 of ECI gain and $1,000 of non-ECI gain.
But suppose FP's basis had purchased his P interest for $4,000. His total gain is only
$1,000. The ECI limitation is 50% of P's ECI gain, or $1,000. In other words, all of FP's
gain will be taxable because ECI gain is prioritized over other gain, even though some of
the increase in value of P is due to the appreciation in the non-ECI assets.
Now consider the effect of a section 754 election. First, let's suppose the appreciation in the
partnership's ECI assets took place after the acquisition and the appreciation of the other assets
occurred before the acquisition. Let's compare the position in the above example with the position if a
section 754 election had been made.
In the above example, suppose that when FP purchased the 50% interest in P for $4,000,
the ECI assets had a fair market value of $4,000 and the non-ECI assets had a fair
market value of $4,000. Suppose further that the partnership made the section 754
election. Therefore, FP would be allocated special basis in the ECI assets of $2,000 and
the non-ECI assets of $2,000.
Now suppose that the ECI assets increase in value to $6,000, but the non-ECI assets do
not appreciate and remain at $4,000. FP sells the 50% interest in P for $5,000. FP's ECI
gain will be $1,000 and the non-ECI gain will be zero. That gets us the same result as in
the case where no election had been made. But let's change the facts so that the ECI
assets did not increase in value after FP's purchase of the interest in P but the non-ECI
assets did increase.
With these changed facts, the ECI assets had a fair market value at the time of the
purchase of $6,000 and the non-ECI assets had a fair market value of $2,000. Again, the
partnership made a section 754 election. Therefore, FP would be allocated special basis
in the ECI assets of $3,000 and the non-ECI assets of $1,000.
Now suppose that the ECI assets remain valued at $6,000, but the non-ECI assets
appreciate from $2,000 to $4,000. FP sells the 50% interest in P for $5,000. FP's ECI gain
will be $0 and his non-ECI gain will be $1,000.
In all these examples, the outside gain is $1,000 but the ECI gain differs according to whether a section
754 election was made. Should it? We think that the effect of the statute is prioritization of inside gain
that is ECI gain. But, as discussed below, if there is a treaty, perhaps the result should change.
Application of Treaties to Computation of ECI Gain and Loss
An applicable treaty is taken into account when computing the amount of the foreign transferor's
distributive share of deemed sale EC gain and loss. Deemed sale gains that would be exempt from tax
under a treaty are not taken into account of the foreign transferor's aggregate deemed sale EC items.
The foreign transferor must be a resident of the country in which it is invoking the treaty and must meet
requirements of the limitation on benefits article, if any. 26 Gain or loss on the alienation of a partnership
interest will be treated as EC gain or loss to the extent it is attributable to assets forming part of a
permanent establishment or fixed place of business in the United States. If a gain would be ECI gain but
is not attributable to a permanent establishment, based on the treaty with the country of the foreign
partner, then it is not taken into account. 27 If after applying treaty benefits, the only gains or losses that
would be taken into account are gains or losses attributable to U.S. real property interests, the foreign
transferor determines its deemed sale EC gain and deemed sale EC loss pursuant to section 897 and
not under section 864(c)(8)-1. 28
There is an unresolved question concerning the relationship between section 864(c)(8) and gain
recognition articles typically found in our income tax treaties. Most U.S. treaties contain a gains article
that prevents the United States from taxing a capital gain realized by a treaty resident, with exceptions.
The question can be broken down into two: First, does the typical gains article by its terms permit the
taxation of section 864(c)(8) gain? Second, if it does not, would section 864(c)(8) override treaties with
such an article?
Do treaties permit taxation under section 864(c)(8)? The language of gains articles in treaties varies. The
U.S. Model Income Tax Treaty of 2016 provides a typical exception to the rule assigning taxing rights to
the country of residence:
Gains from the alienation of movable property forming part of the business property of a
permanent establishment that an enterprise of a Contracting State has in the other
Contracting State, including such gains from the alienation of such a permanent
establishment (alone or with the whole enterprise), may be taxed in that other Contracting
State. 29
We have not undertaken a comprehensive survey of capital gains articles but, at least with respect to
treaties that follow the various U.S. models, the language about alienation of a permanent establishment
leaves uncertain the answer to the question of whether the model treaty provision would permit tax to be
imposed under section 864(c)(8).
In the preamble to the final regulations, the government states that:
The final regulations clarify that a gains article that permits the taxation of gain from the
alienation of property forming part of a permanent establishment or fixed place of
business in the United States also permits the taxation of gain from the alienation of a
partnership interest, to the extent the partnership's assets deemed sold under section
864(c)(8) form a part of the U.S. permanent establishment or fixed place of business of
the partnership.
This is not quite what the regulations themselves say. The regulations do not say anything about
permission; they merely say that gain or loss will be considered to be attributable to the alienation of
assets forming part of the permanent establishment. The exact language is as follows:
Gain or loss from the alienation of a partnership interest will be considered gain or loss
attributable to the alienation of assets forming part of a permanent establishment or fixed
place of business in the United States to the extent the assets deemed sold under section
864(c)(8) form a part of the U.S. permanent establishment or fixed place of business of
the partnership.
This is a dubious piece of treaty interpretation. Treaties may permit gain from the alienation of a
permanent establishment but does that do more than allow the United States to tax a treaty resident
partner on his allocable share of a sale by the partnership of the permanent establishment? A partner
that sells a partnership interest is not selling a permanent establishment. The partner is selling a capital
asset, as confirmed by the courts in Grecian Magnesite. Grecian Magnesite was not overruled by
Congress. All Congress did was to provide that gain on the sale of a partnership interest would be
treated as ECI, subject to the deemed ECI limitation. There is also the problem created by the way the
deemed ECI limitation works. As discussed above, the statute prioritizes ECI gain over non-ECI gain.
But is this prioritization valid under the standard treaty language above, which allows taxation of "gains
from the alienation of the permanent establishment"? Any reasonable analysis of the facts in the
example would conclude that FP's gain was attributable to both the ECI assets and the non-ECI assets
and, even if some gain is taxable, it should be apportioned in some manner.
Does section 864(c)(8) override treaties? Suppose that, contrary to the IRS contention, the standard
language of the gain article of a treaty does not permit the taxation of gain from sale of a partnership
interest. If so, does section 864(c)(8) override the treaty? The IRS has not felt it necessary to address
this question, because it decided that taxation under section 864(c)(8) is permitted by treaties but were
the question to arise we think that the answer is negative. Congress certainly has the power to override
a treaty and has done so on more than one occasion in the past forty years. In the case of section
864(c)(8), however, Congress was silent, primarily because of the manner in which the 2017 Act was
enacted, through the budget reconciliation process. Under the Congressional Budget Act of 1974,
budget reconciliation is a procedure the purpose of which is make changes to substantive law so that
revenue and mandatory spending levels are brought into line with budget resolution policies. 30 Under
the Byrd rule, so-called "extraneous matter" may not be included in the reconciliation process that allows
passage by the Senate of a budget reconciliation bill by a simple majority, rather than a filibuster-proof
60 votes. One form of extraneous matter is a provision that is outside the jurisdiction of the committee
that submitted the provision. 31 Tax treaties fall within the jurisdiction not of the Senate Budget
Committee or Finance Committee but of the Committee on Foreign Relations. There was no time to
submit the bill that resulted in the 2017 Act to the Committee on Foreign Relations and a statutory treaty
override (or even an expression of intent in the legislative history for the 2017 Act to override treaties)
would have violated the Byrd rule and would likely have been rejected by the Senate parliamentarian.
We would therefore argue that Congress did not intend section 864(c)(8) to override any treaty. The IRS
will have to rely on its treaty interpretation approach that taxing gains under section 864(c)(8) is
permitted by standard treaty language - an approach that seems at least questionable. Any taxpayer
intending to exempt gain based on a treaty should disclose the position on Form 8833 (Treaty-Based
Return Position Disclosure Under Section 6114 or 7701(b) ). Even if the taxpayer is arguing that the
treaty does not permit taxation of any gain on sale of the partnership interest, contrary to the IRS
interpretation, a properly worded Form 8833 disclosure should be sufficient and it will not be necessary
to file Form 8275-R (Regulation Disclosure Statement). 32
Finally, whether or not section 864(c)(8) is consistent with treaties and whether or not it is overridden by
treaties, the FIRPTA treaty override remains in effect. That override took effect in 1985 and many U.S.
treaties have in any case been renegotiated to give the United States the right to apply the principles of
FIRPTA. 33
Nonrecognition Rules
A foreign transferor's gain or loss recognized in connection with the transfer of the partnership interest
does not include gain or loss to the extent it is not recognized by reason of one or more nonrecognition
provisions of the Code. 34 The nonrecognition rule is generally favorable to taxpayers and perhaps we
should not look a gift horse in the mouth. Nevertheless, it does not take much imagination to see how
this rule may have questionable results. Consider first a transaction in which a foreign partner transfers a
partnership interest to a domestic corporation in a simple tax-free incorporation. (Assume no U.S. real
property interests are involved.) Such a transaction will not be taxable to the foreign partner. Nor would a
subsequent sale of stock in the domestic corporation. The principal adverse effect to the foreign partner
will be that the domestic corporation will take a carryover basis in the partnership interest and the basis
in the underlying partnership assets cannot be stepped up using a section 754 election. This may not
matter to the foreign partner because of the ability to sell the stock of the corporation tax-free but it will
readily be understood that a buyer of the stock will likely exact a reduction in the purchase price
compared to the price that would have been paid for a partnership interest or for the partnership assets.
The alternative is that the buyer would insist on buying the partnership interest or, in some
circumstances, the partnership assets, a transaction which in either case would be taxable to the
domestic corporation. An individual foreign partner might nevertheless undertake the transaction to avoid
estate tax on the value of the stock of the domestic corporation. For example, the foreign partner might
be resident in a country with a suitable estate tax treaty. 35 Alternatively, the foreign partner could
contribute the stock of the domestic corporation to a foreign corporation if this could be done without
triggering application of the inversion rules of section 7874. 36
Beyond a simple tax-free incorporation, consider a partnership with both U.S. trade or business assets
and other assets. A foreign partner might have its partnership interest redeemed with the non-U.S. trade
or business assets. Generally speaking, a partner does not recognize gain or loss on a redemption
unless cash or other liquid assets are distributed in excess of the partner's basis in the partnership
interest. The foreign partner could then dispose of the distributed assets tax-free. This does not seem
consistent with the intent of section 864(c)(8), even though the unrealized gain in the partnership's U.S.
trade or business assets would eventually be taxed to the remaining partners either on sale or on sale of
those partners' partnership interests. Or consider a situation where a partnership with both U.S. trade or
business assets and other assets distributed the U.S. trade or business assets in redemption of the
interest of a U.S. partner, leaving the remaining partners as the owners of a partnership with fewer or no
U.S. trade or business assets. In this situation, the foreign partner will not have disposed of anything -
there has been no realization event.
The preamble to TD 9919 recognizes that "certain nonrecognition transactions, for example certain
section 731 distributions, may have the effect of reducing gain or loss that would be taken into account
under the rules provided in the proposed regulations." The preamble to the proposed regulations had
requested comments on this point and noted that one comment had addressed the matter in some
detail. The preamble to the final regulations noted that "The Treasury Department and the IRS are
continuing to study this issue and will, if necessary, address it through future rulemaking." The
government appears to have authority to issue such rules, although the relevant provision does not
specifically mention section 731. 37 At present, there is no active regulations project - we understand
that the IRS is waiting to see if the issue is being encountered in practice and not just, perhaps, in the
fevered imaginations of the authors.
Coordination with FIRPTA
Section 864(c)(8)(C) provides that if a partnership holds U.S. real property interests, EC gain or loss is
reduced by the amount treated as ECI with respect to the USRPI under section 897. However, the
regulations reverse this statutory rule. The regulations provide that if a foreign transferor transfers a
partnership interest in a transfer that is subject to section 864(c)(8) and the partnership owns one or
more U.S. real property interests, then the foreign transferor determines its effectively connected gain
and effectively connected loss under the section 864(c)(8) regulations and not pursuant to section
897(g). Section 897(g) continues to apply if the transfer is not subject to 864(c)(8). This can occur, for
example, if a nonrecognition provision would prevent the application of section 864(c)(8). 38
The Withholding Rule: Section 1446(f)
Congress decided that compliance with section 864(c)(8) needed to be assured though a third-party
withholding requirement. Therefore, section 1446(f)(1) requires the buyer of a partnership interest to
withhold tax and, where the buyer failed to withhold, section 1446(f)(4) requires the partnership to
withhold tax on distributions by the partnership to the buyer. The language of section 1446(f) is quite
broad and has been expanded by the regulations so that withholding can apply to transactions that do
not involve foreign persons at all and, at the other end of the spectrum, can apply in theory to
transactions where neither the parties, nor the partnership, have any connection at all to the United
States.
At present, the situation somewhat resembles the position that followed the enactment of FIRPTA
withholding under section 1445 in 1984 and effective beginning in 1985. Section 1445 requires a buyer
of a United States real property interest to withhold tax at 15% (10% before enactment of the PATH Act
in 2015) of the amount realized by the foreign seller unless the parties are able to take steps to reduce
or eliminate withholding. It is quite simple to avoid withholding in a purely domestic transaction if the
seller certifies to the buyer that it is not a foreign person and such certifications have become entirely
routine in U.S. real estate transactions. But for several years after enactment of section 1445, this
prophylactic measure was largely unknown to the U.S. real estate community, with the result that very
many real estate transactions may have closed without transferees assuring themselves that they were
dealing with a U.S. person. Had the IRS chosen to make an issue of this and conduct a campaign to
impose penalties for what can reasonably be described as foot faults, it might have ensnared enormous
numbers of buyers and other withholding agents (such as escrow companies, title companies, and
attorneys) who could not produce evidence that the transferor was a U.S. person. At best, they would
have been required to scramble to find their sellers and establish that they were domestic; at worst, they
could have been subject to interest and penalties. Fortunately, the IRS did not focus on this issue and
gradually the compliance problem disappeared and nonforeign certificates became a routine part of real
estate closings. 39 We cannot, however, expect such restraint from the modern IRS, which in recent
years has been imposing very heavy penalties with respect to international reporting forms, even in
cases of minor foot faults and even when no actual income was unreported and no actual tax has been
avoided.
Section 1446(f)(1) requires that if any portion of the gain (if any) on any disposition of an interest in a
partnership would be treated under section 864(c)(8) as effectively connected with the conduct of a trade
or business within the United States, the transferee must deduct and withhold an amount equal to 10%
of the amount realized on the disposition. 40 This language requires that at least a portion of the gain (if
any) would be ECI under section 864(c)(8). If even a tiny portion of the gain is section 864(c)(8) ECI,
10% of the entire amount realized must be withheld. There is only one statutory exception, which applies
if the transferor furnishes an affidavit to the transferee under penalty of perjury providing the transferor's
taxpayer identification number and stating that the transferor is not a foreign person. The IRS is given
the authority to prescribe a reduced amount if it determines that the reduced amount will not jeopardize
the collection of tax on section 864(c)(8) gain.
As described above, section 1446(f)(4) backs up the requirement for transferees to withhold by requiring
the partnership to deduct and withhold from distributions to the transferee an amount equal to the
amount the transferee failed to withhold (plus interest on such amount). The IRS has authority to
prescribe regulations and other guidance to carry out the purposes of section 1446(f), including providing
for exceptions to withholding.
Withholding on the Transfer of a Publicly Traded
Partnership (PTP) Interest
The regulations differentiate between the transfer of a non-PTP interest and a PTP interest. Where the
sale of a PTP interest is effected through one or more brokers, withholding responsibility rests with the
brokers, rather than with the buyer. 41 This makes sense because in virtually all cases, a buyer and
seller in the public markets may have no connection or direct dealings with each other. The requirement
to withhold arises if either the broker pays an amount realized on the sale of a PTP interest to another
broker that it is required to treat as foreign or if it pays such an amount to its foreign customer. 42 Where
the payment is made to a foreign broker, no withholding is required if the broker making the payment
obtains documentation establishing that the foreign broker is a qualified intermediary that has provided a
valid qualified intermediary certificate stating that the foreign broker is assuming primary withholding
responsibility. 43 Withholding is also not required if the broker is a U.S. branch of a foreign person that
provides a valid U.S. branch withholding certificate that states that the U.S. branch agrees to be treated
as a U.S. person with respect to the payment. 44 Qualified intermediaries and U.S. branches must
assume responsibility for any distribution from a PTP for which the intermediary or branch acts as a
nominee. 45
Exceptions to Withholding
Where the payment is made to a foreign customer, withholding is required unless an exception applies.
Among the exceptions:
• U.S. clearing organizations do not need to withhold although they may continue to be subject
to reporting requirements. 46
• No withholding is required by a broker that receives a payment that has already been subject
to withholding. 47
• The broker relies on a certification of: (1) non-foreign status; 48 (2) a treaty certification; 49 (3)
a certification that the transferor is a foreign dealer in securities and that any gain from the
transfer of the PTP interest is effectively connected with the conduct of a trade or business
within the United States; 50
• Qualified notice exception. 51 A broker may rely on a qualified notice. 52 If a broker properly
relies on a qualified notice that results in under withholding on a transfer of a PTP interest, the
publicly traded partnership that issued the notice is solely liable for the under withheld tax
under section 1461. 53
• The 10-percent exception applies to a transfer if, on the PTP designated date: 54 (1) the PTP
sold all of its assets at fair market value and either (i) the amount of net gain that would have
been effectively connected with the conduct of a trade or business within the United States
would be less than 10% of the total net gain; or (ii) no gain would have been effectively
connected with the conduct of a trade or business in the United States; or (2) the partnership
was not engaged in a trade or business within the United States at any time during the taxable
year of the partnership through the PTP designated date.
• The amount subject to withholding under section 3406 (backup withholding). 55
Determining the Amount to Withhold
A broker required to withhold under the PTP rules must withhold 10% of the amount realized on the
transfer of the PTP interest. 56 The amount realized is the amount of gross proceeds paid or credited
upon the transfer to the customer or other broker. 57 In the case of a distribution, the amount realized on
a distribution from a publicly traded partnership is the amount of the distribution reduced by the portion of
the distribution that is attributable to the cumulative net income of the partnership. The cumulative net
income is the net income earned by the publicly traded partnership since its formation that has not been
previously distributed by the partnership. A publicly traded partnership identifies such excess portion of
the distribution as an amount in excess of cumulative net income on a qualified notice posted with
respect to the distribution. If a broker properly withholds based on the qualified notice, the broker is not
liable for any under withholding on any amount attributable to an amount in excess of cumulative net
income. Rather, the publicly traded partnership that issued the qualified notice is solely liable for the
under withheld tax under section 1461 on such amount that results from a broker's reliance on the
notice. 58
When a transferor is a foreign partnership, the broker may treat the modified amount realized as the
amount realized to the extent it may rely on a certification from the transferor providing the modified
amount realized. The modified amount realized is determined by multiplying the amount realized by the
aggregate percentage computed as of the determination date. 59 The aggregate percentage is the
percentage of the gain arising from the transfer that would be allocated to presumed foreign taxable
persons. 60 A broker may rely on a withholding certificate and withholding statement that it already
possesses from the partnership unless it has actual knowledge that the information is incorrect or
unreliable. 61
A broker that is required to withhold under this rule must pay the withheld tax pursuant to the deposit
rules. 62 A broker that pays the amount realized to a foreign partnership must issue a Form 1042-S
directly to the partnership rather than issuing a form to each of the partners of the partnership. A broker
making a payment to a U.S. branch treated as a U.S. person must not treat the branch as a U.S. person
for purposes of reporting the payment made to the branch. Therefore, a payment to that U.S. branch
must be reported on Form 1042-S. A Form 1042-S issued directly to the transferor must include the TIN
of the transferor unless the broker does not know the TIN at the time of issuance. 63 Withholding does
not relieve a foreign person from filing a U.S. tax return with respect to the transfer and does not relieve
a foreign person subject to tax on gain by reason of section 864(c)(8) from paying any tax due with the
return that has not been fully satisfied through withholding. 64
Non-PTP Interests
As noted earlier, section 1446(f)(1) requires that if any portion of the gain on any disposition of an
interest in a partnership would be treated under section 864(c)(8) as ECI, the transferee must withhold a
tax equal to 10% of the amount realized on the disposition. The regulations, on the other hand, provide
that except as otherwise provided, a transferee is required to withhold under section 1446(f)(1) a tax
equal to 10% of the amount realized on any transfer of a partnership interest. The exceptions all require
the provision of certifications of one sort or another, so that even if no portion of the gain would be
treated as ECI, withholding is still required. 65 This regulatory formulation appears broader than the
statute and, if taken literally, results in the Mongolian sheepherder problem described below.
Determining the amount to withhold. 66
A transferee that is required to withhold under this section must withhold 10% of the amount realized on
the transfer of the partnership interest. The amount realized includes the amount of cash paid (or to be
paid), the fair market value of other property transferred (or to be transferred), the amount of any
liabilities assumed by the transferee or to which the partnership interest is subject, and the reduction in
the transferor's share of partnership liabilities. In the case of a distribution, the amount realized is the
sum of the amount of cash distributed (or to be distributed), the fair market value of property distributed
(or to be distributed), and the reduction in the transferor's share of partnership liabilities.
The regulations include alternative procedures for the transferee to determine the extent to which a
reduction in partnership liabilities is includible in the amount realized. (No procedures are provided, nor
are they likely to be needed, for computing the transferor's own liabilities that are assumed by the
transferee.) First, a transferee (other than partnership) may rely on a certification of liabilities by the
transferor, other than a controlling partner, that provides the amount of the transferor's share of liabilities
shown on the partner's most recent Form K-1. If the actual share of liabilities differs from the amount
shown on Form K-1, the certification is still valid if the transferor certifies that it has no actual knowledge
of subsequent events that would cause the figure to differ by more than 25%. The partnership taxable
year from Form K-1 must not have ended more than 22 months before the date of transfer. 67
Second, a transferee may rely on a certification of liabilities by the partnership that provides the amount
of the transferor's share of liabilities as of the determination date. The certification will be valid if the
partnership also certifies that it does not have actual knowledge of any events occurring after the
determination date and before the date on which the partnership provides the certification to the
transferee that would cause the amount of the transferor's share of partnership liabilities at the time of
the transfer to differ by more than 25%.
Finally, where a partnership makes a distribution subject to withholding, it may rely on books and
records, absent actual knowledge that actual figure differs by more than 25%. The limitation on the
amount to be withheld is the total amount realized excluding debt relief. This may be helpful when
liabilities cannot be determined.
The transferee must withhold the entire amount realized (excluding debt relief) if he does not have actual
knowledge and has not received certification from the transferor or partnership. This amount may be
greater than 10% of entire amount realized. The transferee may rely on certification from a foreign
partnership transferor as to the "modified" amount realized. This reflects a reduction for portion allocable
to partners that are not "presumed foreign taxable persons." 68 Presumed foreign taxable persons do
not include direct or indirect partners who properly certify non-foreign status or treaty exemption. A
foreign partner certifying a modified amount realized must provide Form W-8IMY, withholding statement,
and certifications from direct and indirect partners that are not presumed foreign taxable persons.
The transferee (other than a partnership that is a transferee because it makes a distribution) may rely on
a certification provided by a foreign transferor regarding the transferor's maximum tax liability. A
partnership that is a transferee may rely on its books and records if these satisfy various requirements.
The maximum tax liability is defined as the transferor's EC gain (outside ordinary gain and outside
capital gain) multiplied by the applicable percentage, which depends on whether the transferor is an
individual (a trust or partnership is treated as an individual for this purpose) or a corporation. 69
The certification must include:
• a statement that the transferor is a nonresident alien individual, foreign corporation, foreign
partner, or foreign trust;
• the adjusted basis in transferred interest as of the determination date;
• the amount realized on the determination date;
• whether transferor remains a partner in the partnership immediately after the transfer;
• the amounts of outside ordinary gain and outside capital gain that are recognized and treated
as EC gain under the section 864(c)(8) regulations;
• the transferor's maximum tax liability on the determination date (the transferor's maximum
liability is the effectively connected gain multiplied by the highest rate applicable to type of
income; branch profits tax not taken into account);
• a representation that it has provided the transferee with a statement received from the
partnership, which must contain information about the partnership and the amounts of deemed
sale EC ordinary gain and deemed sale EC capital gain. 70
A key point is that this certification can be provided only if the partnership chooses to assist. It is easy to
think of situations where the partnership would have no incentive to assist, including concerns about
incurring liability, administrative burden, and difficulty or expense of securing information (or complete
unavailability), especially fair market values.
Under the final regulations, the transferee must withhold unless the transferee receives one of seven
specified certifications. Five certifications are provided by the transferor and two certifications are
provided by the partnership. There is no exception from withholding in the absence of such a certification
but as explained above the amount of withholding may be reduced in certain circumstances. 71
A transferee may rely on a certification of non-foreign status from the transferor that states that the
transferor is not a foreign person. 72 For this purpose, a U.S. person includes a transferor that is a
domestic partnership, irrespective of the status of the partners. While a domestic partnership may
provide a certification of non-foreign status, the partnership will have to withhold under section 1446(a)
on the effectively connected taxable income allocable to any foreign partner. Similarly, a domestic
non-grantor trust is a U.S. person and may provide a certification of non-foreign status, irrespective of
the status of the beneficiaries. 73
The gain is exempt from tax under an income tax treaty. 74 The certification is made on the appropriate
form (on a Form W-8BEN, Certificate of Foreign Status of Beneficial Owner for United States Tax
Withholding and Reporting (Individuals), or Form W-8BEN-E, Certificate of Status of Beneficial Owner
for United States Tax Withholding and Reporting (Entities)). The transferee may rely on the certification
only if it mails a copy of the certification to the IRS within 30 days after the date of transfer. However, the
exception does not apply if the treaty benefits only apply to a portion of the gain. In that case, a treaty
may be relevant to the computation of the amount of the gain. 75 Furthermore, a transferor claiming
treaty benefits with respect to all of the gain from the transfer must use the exception and not any other
exception or determination procedure to claim an exception to withholding by reason of a claim of treaty
benefits. 76
No gain is realized by a transferor, including no ordinary income under section 751. A transferee (other
than a partnership that is a transferee because it makes a distribution) 77 may rely on a certification from
the transferor that states that the transfer of the partnership interest would not result in any realized gain
to the transferor as of the date of the transfer. 78 In addition, a transferee may rely on a certification from
the partnership stating that as of the determination date, the transfer would not result in any ordinary
income under section 751. 79 A partnership that is a transferee because it is making a distribution may
rely on its books and records, or on a certification from the transferor, to determine that the distribution
would not result in any realized gain to the transferor as of the determination date. 80
10% gross ECI exception
The transferee (other than a partnership that is a transferee because it is making a distribution) may rely
on a certification that for each year during the look-back period, the transferor's share of the partner's
gross ECI is (i) less than 10% of transferor's share of all of partner's gross income; (ii) less than
$1,000,000 (including gross ECI of certain persons related to transferor); and (iii) it must be reflected on
a Schedule K-1 (or other statement) furnished by the partner. 81 The look-back period includes the last
year of transferor with or within which a partnership taxable year ended and for which a Schedule K-1
(Form 1065) was due or furnished (if earlier) before date of transfer, and two prior years of the
transferor. The transferor must have a distributive share of the partnership's gross income, which means
that if the partnership has no gross income for any year in the look-back period, the 10% gross ECI
exception is not available.
This is not helpful for a foreign partner in a partnership that does not file U.S. returns. Because the 10%
gross ECI exception looks to the transferor's share of gross ECI, rather than ECTI, a transferor that has
not been allocated any effectively connected income or loss in any relevant year and has not received a
Form 8805 for such year, may still use the exception. It is beneficial in the case of structures where the
partner directly holds an interest in the partnership but has not been allocated any ECTI.
The disposition qualifies, in its entirety, for nonrecognition. 82 "A transferee may rely on a certification
from the transferor that states that by reason of the operation of a nonrecognition provision of the Code
the transferor is not required to recognize any gain or loss with respect to the transfer. The certification
must briefly describe the transfer and provide the relevant law and facts relating to the certification." 83
However, this section does not apply if only a portion of the gain realized on the transfer is subject to a
nonrecognition provision. For example, a transaction that qualifies under section 351 would still require
withholding if there were any boot. 84
Partnership certifications
10% EC Gain Exception. A transferee (other than a partnership that is a transferee because it makes a
distribution) may rely on a certification from the partnership that, in case of a deemed sale of all
partnership assets for FMV: (i): the partnership would have no net EC gain, (ii) the partnership would
have net EC gain, but the partnership's net EC gain would be less than 10% of partnership's total net
gain, or (iii) the partnership's net EC gain would not be less than 10% of partnership's total net gain, but
the transferor would have no distributive share of partnership's net EC gain; or the transferor's share of
partnership's net EC gain would be <10% of transferor's share of partnership's total net gain.
Not engaged in a U.S. Trade or Business Exception
("not-ETBUS").
The partnership can certify that it has not been ETBUS at any time during taxable year of the partnership
through the date of the transfer. 85 Theoretically, this may be helpful, but in practice many partnerships
will not provide a certification of any kind. This is especially true if the certification involves complicated
and mysterious terms under U.S. tax laws. A foreign partner transferor or the partnership may need to
hire a U.S. tax lawyer, with special cross-border expertise, just to figure out what the certification means.
Perhaps partnerships with no U.S. connection at all will be more willing to provide a certification
regarding the Not-ETBUS exception than a certification based on the 10% EC gain exception. The
requirement that the certification must be made through the date of the transfer presents a troublesome
practical problem - how will such a certification be issued on the date of the transfer and transmitted to
the transferee on the very same day, unless, perhaps, the transferor controls the partnership or has a
strong relationship with the general partner or manager? The authors understand that the IRS is not
willing to moderate this requirement.
Finally, a distributing partnership is permitted to not withhold if it relies on its books and records to
determine that the requirements of any of the following exceptions are met 86 :
• No realized gain exception
• 10% gross ECI exception
• Transferor must represent that its allocable share of ECTI was properly reported
• 10% EC gain exception
• Not-ETBUS exception
Coordination with FIRPTA Withholding
A transferee that is otherwise required to withhold under section 1445 87 with respect to the amount
realized, as well as under section 1446(f)(1), will be subject to the payment and reporting requirements
of section 1445 only, and not section 1446(f)(1), with respect to that amount. 88 However, if the
transferor has applied for a withholding certificate, the transferee must withhold the greater of the
amounts required under section 1445(e)(5) or 1446(f)(1). A transferee that has complied with the
withholding requirements under either section 1445(e)(5) or 1446(f)(1) is deemed to satisfy the
withholding requirement.
Non-Cash Transactions
It has long been established that a transferee that is a withholding agent is not excused from the
requirement to withhold just because the consideration is not paid in cash and sometimes when no
payment at all is made, if the payee is realizing income. 89 However, in the context of section 1446(f),
this expansive rule may produce unexpected results.
Consider, for example, the liquidation of a foreign corporation not entitled to nonrecognition because the
shareholder is not an 80% corporate parent or, even if it is, the transaction is taxable under section
367(e). If the foreign corporation distributes a partnership interest to a foreign shareholder, the
transaction will be treated as if the corporation had sold the interest to its shareholder for fair market
value. Plainly such a sale will be taxable to the liquidating foreign corporation but what about the foreign
shareholder? Does it have to withhold? What is it supposed to withhold on?
Suppose the foreign corporation does not actually liquidate but instead checks the box to be classified
as a partnership or a disregarded entity. According to the entity classification regulations, this is treated
as if the corporation had distributed all of its assets and liabilities to its shareholder(s) in liquidation of the
corporation, and if there is more than one shareholder, immediately thereafter, the shareholders
contributed all of the distributed assets and liabilities to a newly formed partnership. 90 Again, the
question arises - does the foreign shareholder have to withhold? But there are two further complications.
First, the foreign shareholder may not even know that the check-the-box election has taken place, since
an eligible entity can make the election without shareholder consent or involvement. Second, the
deemed contribution of the liquidating corporation's assets will include the partnership interest and while
this should be a nonrecognition transaction under section 721, it would be advisable for the electing
foreign corporation to require a nonrecognition certification from all the shareholders. 91
Another variant is where a foreign corporation distributes a partnership interest in a non-liquidating
transaction. In that case, section 311(b) also treats the transaction as a sale of the interest to the
shareholder for fair market value. But in this case, no consideration passes from the shareholder to the
corporation, not even the deemed surrender of shares that occurs in a liquidation. So the question
continues to be, on what does the shareholder withhold?
Some of these issues may reflect Congress' failure to include in section 1446(f) the equivalent of section
1445(e) that applies in the context of corporate liquidations and other distributive transactions. Under
section 1445(e)(2), a liquidating foreign corporation is required to withhold tax at the maximum rate on
the gain resulting from a distribution of an appreciated U.S. real property interest. A similar rule under
section 1446(f), which the IRS might possibly have authority to promulgate under its extensive grant of
regulatory authority, should perhaps be considered.
The authors do not know the answers to the questions posed here. There are probably other situations
where gain recognition occurs for the transferor where the transferee provides no consideration. In any
event, for foreign corporations that own partnership interests and their advisors, we recommend that
withholding and/or certifications to prevent withholding be an integral part of planning for any liquidation
or check-the-box election to obtain partnership or disregarded entity treatment.
Consequences of Failure to Withhold under Section 1446(f)(1)
As in the case of other failures to withhold, a person required to withhold and pay tax under section
1446(f), but that fails to do so, is liable for the tax under section 1461, plus any applicable interest,
penalties, or additions to tax. However, in an important improvement over the proposed regulations, any
person required to withhold under section 1446(f) will not be liable for a failure to withhold (or for related
interest, penalties, or additions to tax) if such person establishes that transferor had no gain on the
transfer taxable under section 864(c)(8). 92 However, this "no harm, no foul rule" does not eliminate the
legal obligation to withhold under section 1446(f)(1) on every transfer of a partnership interest, anywhere
in the world, unless steps are affirmatively taken to satisfy an exception. Thus, most transferees of
partnership interests, everywhere in the word, are therefore failing to comply with the section 1446(f)(1)
regulations. It is hard to understand why the government has approached the withholding requirement in
this manner, when it does not seem to be required by the language of the statute.
Reporting under Section 1446(f)
The transferee is required to withhold and must report to the IRS within 20 days after the transfer on
forms originally designed for withholding under section 1445: Forms 8288 and 8288-A. The taxpayer
identification numbers of the transferor and transferee must be included. 93 The transferor must attach
Form 8288-A to its income tax return to claim a credit. 94 The transferee (other than the partnership)
must report to the partnership within 10 days after the transfer and (i) must certify the extent to which it
satisfied the obligation to withhold; (ii) must include a copy of Form 8288-A, if any, or state the amount
realized and amount withheld; and (iii) must include any certification relied on for an exception to
withholding or to determine the amount to withhold. The obligation seems to apply to all transfers of
partnership interests worldwide.
Secondary Withholding under Reg. § 1.1446(f)-(3)
If the transferee fails to withhold as required under the section 1446(f)(1) regulations, the partnership
generally must withhold on distributions to the transferee. This secondary withholding requirement is
effective for transfers of partnership interests that occur on or after January 1, 2022. 95 It would seem
that such withholding is required even if the transferee was entitled not to withhold based on a
certification that the transferee could rely on but that the partnership knew to be incorrect or unreliable.
The partnership has to make its own determination on whether secondary withholding is required in any
particular case.
If the partnership has already received Form W-9 from the transferor, the partnership generally may rely
on such form to determine that secondary withholding is not required. The partnership may rely on a
certification from the transferee, as to either an exception from withholding or the proper amount thereof,
unless the partnership knows, or has reason to know, certification is incorrect or unreliable, including as
a result of information contained in a certification by the transferee that it has satisfied its obligations
under the regulations. 96 The partnership must also withhold on distributions made 15 days or more
after it receives notification from the IRS that the transferee provided incorrect information or failed to
pay a reported amount to the IRS. 97
Where the partnership is required to withhold, it must withhold until it has withheld 10% of amount
realized (less transferee withholding), plus interest, or the date the partnership receives and may rely on
certification from transferee claiming an exception (even if late). 98 The partnership is generally not
required to withhold on any subsequent transferee. There is an exception for a subsequent transferee
related to the transferee or the transferor. Excess withholding may be recovered by the transferee, not
the partnership.
Secondary Withholding - What's the Big Deal? The partnership may disregard a certification for any or
no reason and this may provide the partnership with undue leverage to secure concessions from a
transferee, such as changes to the operating agreement. This gives partnership a club that it can use to
disadvantage transferees, including transferees who have fully complied with section 1446(f)(1).
Transferees may choose to withhold the maximum amount possible under section 1446(f)(1) and force
(angry) transferors to seek a refund, or to purchase, or not to withhold the maximum possible amount,
only if the partnership agrees not to impose secondary withholding. This process is less problematic now
that excess secondary withholding is recoverable by the transferee, rather than the partnership.
The transferee must withhold the full amount and report the transfer to the partnership within 10 days.
The transferee then has 10 days to await confirmation from the partnership of no secondary withholding
or else pay over to the IRS. But is it reasonable to assume the partnership will be cooperative? What is
the partner's incentive to agree? If the transferee acts as the IRS expects, the transferor risks waiting a
long time to recover the withheld amount. Perhaps, in the future, to-be-formed partnerships will agree to
cooperate, but this is not much help for many existing partnerships.
Notwithstanding the "no harm, no foul rule," the partnership is legally required to withhold in many cases
where the transferee failed to comply with the section 1446(f)(1) regulations, but where section
1446(f)(1) clearly does not apply by its own terms.
Example - Mongolian Sheep Herders: A Mongolian sheep herder sells an interest in MSLP, a
partnership that herds sheep in Mongolia, to another Mongolian sheep herder. The transfer takes place
on January 1, 2022. MSLP has never been ETBUS and neither the partners nor MSLP may in fact ever
have heard of the United States. By its terms, section 1446(f)(1) does not apply, but the transferee did
not comply with regulations. Must MSLP perform secondary withholding under section 1446(f)(4) on
distributions to buyer? What is the impact of No-Harm, No-Foul Rule? What about the rule permitting the
partnership to stop withholding when it receives a certification, even if late, from the transferee?
Options for Improvement and Reform
By enacting section 864(c)(8), Congress may have unnecessarily blurred the differences between the
aggregate and the entity concepts and it has certainly imported a vast amount of complexity into the law.
Section 1446(f) and in particular section 1446(f)(4) requiring the partnership to police withholding by
transferees imposes responsibilities on a very large number of transactions that may have no foreign
element at all or, conversely, no relationship to the United States.
We should at least ask the following question: Is it more appropriate to compare the sale by a foreign
person of a partnership interest to a sale of the underlying assets of the partnership or to a sale by a
shareholder of the shares of a corporation? There may be no definitive answer to this question but one
way to think about it, at least from a policy viewpoint, relates to the size of the partner's percentage
share. Where the seller holds a significant percentage interest in the partnership, it may be more
reasonable to try to impose tax on sale of a partnership interest based on the appreciation in the
underlying assets. For one thing, a seller with a significant or controlling partnership interest will likely
have much greater access to the information needed to undertake complex section 864(c)(8)
computations (just consider how a foreign partner is supposed to determine the fair market value of the
ECI assets that are deemed sold, especially without the cooperation of the partnership) and more ability
to secure cooperation from the partnership with respect to such matters as certifications that would allow
for reduced withholding. But where the percentage partnership interest is small, and especially where
the interest is in a PTP, it would seem more reasonable to treat the sale in the same way as a sale of
stock.
A possible approach would be to repeal section 864(c)(8) (and section 1446(f)) and to disallow any
step-up in basis of U.S. trade or business assets through an election under section 754 unless either the
seller certified it is a U.S. person or the seller agreed to be taxed on the allocation of ECI gain. This
would preserve the taxability of the inside gain and would thereby make a sale of a partnership interest
and corporate stock more comparable. The possibility that a section 754 step-up in basis could prevent
taxation of gain at the partnership level, was, indeed, one of the reasons for change asserted by the
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Repeal of section 864(c)(8) and 1446(f) would eliminate 110 pages of regulations and be much less
burdensome for taxpayers and especially for withholding agents. Foreign taxpayers often do not
understand the difference between stock and partnership interests, especially interests in LLCs and
especially in the case of investments in PTPs, and the taxation of gains on sales of such investments
(and the corresponding allowance of deductions and carryovers for losses) has brought unnecessary
complexity to the markets. Even in the case of non-PTPs, the elimination of section 754 step-ups (with
elective taxation of ECI gain) would be a simpler approach.
It can be asked why a buyer of a partnership interest should not be allowed a step-up just because the
seller is foreign. The best answer is that the United States has a legitimate interest in preserving the
taxability of gain resulting from increases in value in U.S. trade or business and that an appropriate time
to tax that gain is when it is realized. When the seller of the partnership interest is a U.S. person, that
person will have paid tax on gain that likely bears some relation to increases in the value of the
underlying assets. If the seller is foreign, that gain will escape tax if the section 754 election is permitted.
The way to prevent this without the extreme complexities of sections 864(c)(8) and 1446(f) is to allow the
step-up only if the foreign transferor agrees to pay tax on the underlying appreciation. It is not a great
hardship for the transferee to know if the transferor is a foreign or a U.S. person.
In the case of PTPs, the mischief of the untaxed partnership-level gain is essentially non-existent.
Section 754 elections are almost never made in the case of a sale of a PTP interest since the
partnership won't want to keep track of special basis adjustments for every partner. So buyers, domestic
or foreign, cannot get the step-up as a practical matter. All section 864(c)(8) does is to impose a double
layer of tax on foreign investors who invest in the U.S. public markets through PTPs when this would not
occur if they had invested in stock.
On a more mundane level, the government should revise its approach to treaties. While the authors
disagree with the IRS view that the typical gains article in a treaty permits application of section
864(c)(8), and this issue may eventually end up being decided by a court, we cannot see any defense to
the argument that ECI gain should not automatically take priority over other gain in the treaty context.
So far as withholding is concerned, the requirement that a certificate by the partnership that it has not
been ETBUS at any time during taxable year of the partnership must be made through the date of the
transfer in practice will make such a certificate difficult or impossible to provide in many, perhaps most,
cases. The IRS should consider using the approach it took in the regulations under section 1445 where
a corporation the stock of which is being transferred may issue a certificate dated not more than 30 days
prior to the date of the transfer that the interest in the corporation is not a U.S. real property interest. 100
We hope the IRS will address the questions we raise about liquidating and non-liquidating distributions
of partnership interests by foreign corporations, including deemed distributions on the making of a
check-the-box election. We would suggest the IRS consider aligning the treatment of such distributions
with the treatment of distributions of U.S. real property interests by foreign corporations under section
1445(e)(2) and eliminating the need for a nonrecognition certificate on the recontribution of a partnership
interest deemed to occur under the entity classification regulations. We also request the IRS to consider
if there are other distributive transactions involving partnerships, trusts and estates that raise similar or
related issues.
We would like to see the IRS provide stronger incentives for partnerships to cooperate with partners both
in computing their ECI gain and in connection with legitimate efforts to reduce withholding based on
partnership certificates. At present, partnerships have little or no incentive to cooperate and many do not
keep the records needed to assist their partners (nor have any obligation to do so). In fact, the
partnership's potential obligation to withhold tax under section 1446(f)(4) may provide the partnership
with a club that could easily be misused.
The IRS should also eliminate the Mongolian sheepherder problem. It's just silly to interpret section
1446(f) as requiring withholding in situations where there is plainly no U.S. interest in taxing the
transaction and then forgiving failure to withhold under a no harm-no foul rule. The statute does not and
the regulations should not require any kind of certification as a condition to there being no withholding in
a case where there is no U.S. connection at all.
Finally, the IRS should state more explicitly that the no harm-no foul rule applies to back-up withholding
by partnerships as it does to transferee failures.
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